The purpose of this chapter is to analyze Arestis and Sawyer' criticism on the New Consensus Macroeconomic (NCM) framework, and its monetary regime proposal, i.e. Inflation Targeting Regime (ITR), and to discuss some special features of the emerging economies that should be considered in any analysis related to economic policy in such economies. In particular we seek to address the following questions: What are the Arestis and Sawyer's criticism (and other Post Keynesian economists) on NCM? What are the specificities of the emerging economies that should be considered in any discussion related to macroeconomic policy? Is NCM style of economic policy suitable to emerging economies? We conclude that we should be careful in the adoption of NCM style of economic policy in emerging economies, as it can inhibit some necessary flexibility in the economic policy and at the same can constraint economic growth. Experiences of the 'big' emerging economies -the so-called BRIC -show that countries with better economic performance have not followed economic policies related to the NCM.
Introduction
As is well known, the New Consensus Macroeconomic (NCM) can be characterized as an extension of the New Keynesian Theory. The New Keynesian Theory was developed in the 1980s and aimed at presenting a theoretical framework to explain what the New Keynesians believe to be the essential aspect of the Keynes's General Theory: the existence of price and wage rigidities. For instance, according to Mankiw and Romer (1991, p.1), "[b] ecause wage and price rigidities are often viewed as central to Keynesian economics, much effort was aimed at showing how these rigidities arise from the microeconomics of wage and price setting"
1 .
An inflation targeting regime (ITR) has been adopted by a significant number of countries since the beginning of the 1990s. ITR is a framework for monetary policy characterized by the public announcement of target ranges for the inflation rate (Bernanke et al, 1999) .
According to the ITR, central banks and policy makers, based on Taylor's recommendation (1993) , have to conduct monetary policy to aim at keeping inflation under control.
The purpose of this chapter is to analyze Arestis and Sawyer' criticism on the NCM framework, and its monetary regime proposal, i.e. ITR, and to discuss some special features of the emerging economies that should be considered in any analysis related to economic policies. In particular we seek to address the following questions: What are the Arestis and Sawyer's criticism (and other Post Keynesian economists) on NCM? What are the specificities of the emerging economies that should be considered in any discussion related to macroeconomic policies alternatives? Is NCM style of economic policy suitable to emerging economies?
The chapter begins by addressing the NCM framework and the theoretical foundations of ITR. In doing so it focuses on the critical view of NCM and ITR in the light of Post
Keynesian theory, such as Arestis and Sawyer (1998; 2004; 2006; and Davidson (1994; . This is followed by an analysis of some special features of emerging economies that should be considered in the discussion related to adoption of ITR and other economic policy arrangement. A final section presents the main conclusions of the chapter.
The NCM and ITR: theoretical foundations and a critical view by Post Keynesians

The NCM model
The NCM is based on three main equations, namely: (i) IS curve -it represents the demand of the economy, in which the current output is determined by the gap between past and future output and the real interest rate; (ii) Phillips curve -it expresses the relation between current output and inflation rate; and (iii) monetary equation according to Taylor's rule (see Taylor, 1993) . Clarida et al (1999 Clarida et al ( , p.1665 Clarida et al ( and p.1695 ) describes the NCM model as follows:
where X t is the output gap, i t is the nominal interest rate,  t + 1 is the period t + 1 inflation rate,  t is the inflation rate in period t, i* t is target interest rate, * is the target inflation rate and g t and  t are disturbances terms.
Equation 1 describes the IS curve (it relates the output gap inversely to the real interest rate), equation 2 is the Phillips curve that relates inflation positively to the output gap, and equation 3 is the interest rate rule for inflation targeting and nominal GDP targeting.
According to Arestis and Sawyer (2008) , this model has a number of important characteristics:
(i) Equation (1), in a context of rigorous microeconomic foundations, such as rational expectations hypothesis and inter-temporal optimization, has two implications: first, implicitly, there is a full employment assumption; second, there is no consideration about uncertainty.
(ii) Equation (2) reflects the idea of central bank credibility, i.e. central bank independence.
The authors argue that "the notion of the trade-off between inflation and unemployment has been used to argue the case for independence of central banks on the grounds that politicians are tempted to stimulate the economy to reduce unemployment without regard for the long-term inflationary consequences" (Arestis and Sawyer, 2008, p.278) .
(iii) Equation (3) "endogenises the setting of interest rate by Central Bank" (Arestis and Sawyer, 2008, p.279) . As a result, the interest rate is adjusted with the gap between inflation rate and the target inflation rate and in response to the output gap.
The approach it was briefly described above has a number of assumptions, the most important of which are:
(i) The level of unemployment fluctuates around a supply-side determined equilibrium rate of employment, namely the NAIRU (non-accelerating inflation rate of employment).
(ii) Effective demand does not affect the economic activity. Further, the level of employment and of economic activity is viewed as a supply-side phenomenon.
(iii) Fiscal policy is impotent to stimulate the economic activity, as well as it must be subordinated to monetary policy.
(iv) Monetary policy matters, especially because it controls the inflation rate.
Main aspects of ITR
After present the NCM model, we can now focus on the main theoretical and operational aspects of ITR. The theoretical aspects can be summarized as follows:
(i) ITR is a monetary policy framework whereby public announcement of inflation targets is undertaken along with explicit acknowledgement that price stability is monetary policy's primary long-term objective. The price stability goal may be accompanied by output stabilization so long as price stability is not violated. Such a monetary policy framework improves communication between the public, business and markets, and provides discipline, accountability, transparency and flexibility in monetary policy. The focus is on price stability, along with three objectives: credibility, flexibility, and legitimacy.
(ii) Monetary policy is taken as the main instrument of macroeconomic policy. Indeed, monetary policy is viewed as the most direct determinant of inflation, such that in the long run the inflation rate is the only macroeconomic variable that monetary policy can affect.
Monetary policy cannot affect economic activity in the long run.
(iii) The objectives of the ITR framework are achieved through the principle of "constrained discretion". In other words, policy makers adjust the monetary policy in responding to economic shocks, financial disturbances, and other unforeseen developments.
In this way, ITR serves as a nominal anchor for monetary policy.
(iv) Fiscal policy is no longer viewed as a powerful macroeconomic instrument. In addition, "monetary policy moves first and dominates, forcing fiscal policy to align with monetary policy" (Mishkin, 2000, p.4) . (vi) The central bank must be independent. It implies that the policy objective of central bank is only price stability. In this way, a mechanism for openness, transparency, and accountability should be in place with respect to monetary policy formulation.
(vii) In the case of emerging countries, in which there is a transmission channel from exchange rate to inflation, exchange rate considerations are of crucial importance for ITR 2 .
In terms of operational aspects, at least three can be addressed:
(i) ITR requires that the point target be specified and the period over which the target is expected should be achieved.
(ii) It is necessary to adopt a methodology that can provide information on future inflation, and to choose an adequate index price that reflects the prices of goods and services for current and future consumption.
(iii) Monetary authorities have to face a trade-off between reducing deviations of inflation from the target and preventing a high degree of output volatility.
To sum, the NCM has become associated with the following main features:
(i) Effective demand does not play an independent role in the long run level of economic activity. Further, Say's Law holds.
(ii) There is a temporary nominal price and wage rigidities. In this way, in the short run money is not neutral (i.e. monetary policy affects the real variables).
(iii) Economic agents are rational. In other words, agents are continuous optimizers subject to their constraints.
(iv) Inflation is a monetary phenomenon. For this reason, monetary policy has a specific goal: to keep inflation under control.
(v) Fiscal policy approximates to so-called "Ricardian equivalence" 3 .
(vi) Independence of central bank.
(vii) The monetary policy is guided by ITR.
Arestis and Sawyer and the Post Keynesian criticism on the NCM and an 'alternative' economic policy
This section presents Post Keynesian criticism on the NCM framework presented in the previous section, and an alternative (Post) Keynesian economic policy to NCM 4 . The idea is to discuss some criticism related to the main issues of the NCM, such as: (i) Keynesians, due to the essential properties of money 5 , fluctuations in effective demand occur because, when the future is uncertain, people decide to hold money -money is liquid par excellence -as a store of value at the expense of purchasing goods or taking decision of investment. In this way, Keynes' theory is, implicitly, a monetary theory in which money affects the production process of an economy moving through time. So, money is nonneutral in the short-and in the long-run, what means that there is no long-run equilibrium for the economy that is independent of monetary policy (Carvalho, 1992, p.38) . 4 According to Arestis and Sawyer (1998, p.181) , Keynesian policies can be defined as follow: "policy implications arise from the perception of the role of aggregate demand in setting the level of economic activity and the lack of automatic forces leading a market economy to full employment". So, a laissez-faire market economy exhibits normally elements of instability and, importantly, does not create a level of aggregate demand consistent with full employment. 5 For the essential properties of money in Keynes (1964) Davidson (1994, p.143) , "[a]ny rise in the short-run flow-supply price of output is due to three possible causes: (1) diminishing returns, (2) increasing profit margins, and (3) increasing money wages (relative to productivity increments)". Inflation is mostly a symptom of a fight over the distribution of current income, among economic agents (workers and capitalists) of the same region, and/ interregionaly, and/or internationally, and also is the result of cost factors, such as prices of raw materials, specially oil (Arestis and Sawyer, 2005) . Thus, price stabilization needs income policies, that require some degree of centralization and coordination.
In the real world, do economic agents form their expectations based on an ergodic stochastic process? 6 Davidson (2002) argues that the rational expectation hypothesis denies the risk-uncertainty developed by Keynes. Thus, the NCM reduces uncertainty to situation of risk, i.e. a certain future is postulated. Contrary to rational expectation hypothesis, Keynes argued that people form their expectation based on an 'uncertain knowledge'. In his words, "human decisions affecting the future, whether personal or political or economic, cannot depend on strict mathematical expectation, since the basis for making such calculations does not exist" (Keynes, 1964, p.162-163) .
The NCM argues that due to temporary nominal wage and price rigidities, money is not neutral, and, consequently, unemployment occurs. The NCM model provides only an explanation of the lack of variability in price and wages, but do not explain unemployment (Keynes, 1964, p.267) .
Finally, Keynesian analysis recognizes that effective demand assumes a central position in the economic system. Employment levels and the utilization of productive capacity depend crucially on the determinants of aggregate demand, particularly the entrepreneurs' investment decisions. The basic idea of Keynes' principle of effective demand is that unemployment problem is always a liquidity problem. In this way, fiscal policy, for instance, instead of being considered impotent instrument (as in NCM), is indispensable to obtain long term employment stability. It is a powerful tool to stimulate aggregate demand, triggering a multiplier effect on private income. Keynes recommended public expenditure 6 In an ergodic stochastic process the expected value of a probability distribution can be always estimated from past observation. See, for instance, Davidson (2002, Chapter 3) . 7 For unemployment models in a New Keynesian view, see, for instance, Mankiw and Romer (1991). or investment rather than increasing consumption, because of its stronger multiplier effect (see also Arestis and Sawyer, 2004, Chapter 8) .
Moreover, the NCM supposes that there is no obstacle to prevent the economy from achieving full employment in the long run. Arestis and Sawyer (2008, p.278 
Some special features of emerging economies
In global financial markets, financial market prices -including exchange rate -have been excessively volatile. Capital markets in emerging countries are thinner and more segmented than in developed countries, subject to shocks unrelated to domestic macroeconomic conditions and contagion. Emerging economies tend to be relatively more vulnerable to the consequences of exchange rate fluctuations than are developed economies. Exchange rate volatility is higher in emerging countries than in developed ones as the former ones have small and less liquid foreign exchange markets that make such economies more vulnerable to one-way expectations and herd behavior. After the liberalization of capital accounts, a general trend in the emerging countries since the end of the 1980s, the capacity of monetary policy to influence short term interest rates for domestic purposes and resist exchange rate movements simultaneously was somehow eroded. In this connection, Tobin (1978) stated that the main macroeconomic problem related to integrated financial markets is not the choice of the appropriate exchange rate regime but the excessive short-run capital mobility that reduces the autonomy of national governments to pursue domestic objectives with respect to employment, output and inflation: "the mobility of financial capital limits viable differences among national interest rates and thus severely restricts the ability of central banks and governments to pursue monetary and fiscal policies appropriate to their internal economies" (p.154).
Under these conditions, economic authorities have to face some policy dilemmas. One potential dilemma is that inflation and exchange rate developments can be such that they call for opposite monetary policy action -for instance, using monetary policy to counter adverse exchange rate movements may jeopardize the inflation target, although frequently emerging market inflation target have in practice responded with some flexibility to the various challenges posed by exchange rate fluctuations, using not only monetary policy (Ho and McCauley, 2003) . Mohanty and Scatigna (2005) report that a number of emerging countries relied on interest rate interventions to stem exchange rate volatility. The solution of some dilemmas of economic policy in emerging economies could be 'solved' by the use of non-traditional tools of economic policy, such as credit controls and capital controls.
In general, interest rate policy when used for controlling aggregate demand for price stabilization purposes is less effective in emerging countries than in developed countries.
There are two reasons for such a difference. Firstly, the credit channel transmission mechanism of monetary policy is less effective in emerging countries than in developed ones. The main reason is that the ratio of credit to private sector over GDP is higher in developed countries, what means that in the latter ones monetary policy is more effective to affect aggregate demand. Indeed, the ratio of credit to private sector over GDP during the nineties (on average) was 84% in developed countries, while it was only 28% in Latin America, 26% in Eastern Europe and Central Asia, 12% in Middle East and North Africa -the only high standard in emerging countries was in East Asia and the Pacific, 72% (IADB 2005, p.5). Secondly, due to the low development of stock market in most emerging countries, consumption expenditure is not sensitive to the wealth effect, as it is in the US, so that interest rate has also low impact on consumption through this channel 8 .
Consequently, monetary policy in some emerging country should be more tightened (interest rate should be higher) than in developed economies in order to affect aggregate demand; as a result, the sacrifice ratio of a deflation policy frequently is higher in emerging economies than in developed countries.
Some empirical studies as, for instance, Sarel (1996) , show the existence of a minimum inflation rate below which growth rate is reduced. The reason for that is the nominal wage rigidity that prevails in labor markets. According to Tobin (1972) when there is downward nominal wage rigidity, inflation can help grease the wheels of labor market adjustment by facilitating relative wage and price adjustment in sectors with unemployment of labor force.
So, a positive, although not so high rate of inflation, is necessary for robust economic growth. Padilha (2007) , using a sample of 55 developed and under-developed countries in the period 1990-2004, replicated the methodology used by Sarel (1996) for a larger time span and showed that for emerging countries the minimum rate of inflation is 5.1% per year and for the developed countries is about 2.1% per year. The difference between the minimum level of inflation in emerging and developed countries is due to the fact that a higher rate of output growth in the former generates a higher rate of increase of prices of non-tradable goods relative to the observed in developed countries. This means that for emerging countries to have the same rate of inflation as developed countries, the rate of increase of prices of tradable goods have to be higher in the latter. This requires a nominal exchange rate appreciation of emerging countries currency relative to developed countries currency, what can be done only by means of a tight monetary policy with harmful effects over investment and growth. Based on this reasoning we can state that the catching-up of emerging countries to developed countries demands, amongst other reasons, different target levels of inflation (Oreiro et al, 2009 ).
Finally, we should note that emerging economies in general are more vulnerable to external shocks than developed economies. The empirical studies show that the impact of external shocks on domestic inflation is more intensive in emerging economies than in developed ones. Mohanty and Klau (2001) , analyzing the experience of 14 emerging countries during the 1980s and 1990s, found that external supply shocks, in special food and energy prices, are important determinants of domestic inflation. Primary products have an important participation in the household's consumption in emerging countries due to the patterns of consumption associated with relatively low incomes. Such prices are particularly volatile to climate and eventually geopolitics factors.
We can extract three lessons from our discussion. The first one is related to the fact that emerging countries in general are more vulnerable to external shocks than developed countries. As a result, such economies are more prone to face issues related to cost-push inflation, such as due to exchange rate devaluation. The second lesson is that exchange rate considerations can be expected to play a more prominent role in emerging countries, considering the important influence of the exchange rate on domestic inflation in these countries. Consequently, exchange rate movements pose some essential challenges to emerging economies' monetary authorities. On this regard, Goldstein (2002) performed very bad, as a result of a chaotic transition process of liberalization to a market economy; after the 1998 crisis the economy has performed very well, due to both the increase in the exports (as a result of the rise of oil prices) and the better management of macroeconomic policy, that has combined more stable exchange rate and decreasing interest rates. However, due to the country's dependence on oil and gas exports, Russia has suffered a lot with the world recession that followed 2008 financial crisis. Brazil, on the other hand, has adopted a more liberal and orthodox economic policy more in accordance to NCM, that includes a less interventionist approach related to exchange rate policy, a very open capital account and since 1999 the operation of an inflation targeting regime, that has resulted higher exchange rate volatility, higher interest rates, and a more poor economic performance compared to the other BRIC countries, mainly in the case of China and India 9 . Table 1 shows a comparative synthesis of the analysis of the macroeconomic policy of each BRIC country. 
Conclusion
This chapter presented some critical issues related to NCM and ITR based on the Post Keynesian theory. Further, it compared the experience of emerging countries have adopted this economic policy framework (NCM and ITR) and with other emerging countries have implemented an alternative economic policy. The implications that emerge from this analysis are clear. One should be careful in the adoption of NCM style of economic policy in emerging economies, as it can inhibit some necessary flexibility in the economic policy and at the same can constraint economic growth. Experiences of the 'big' emerging economies -the so-called BRIC -show that countries with better economic performance (China and India) have not followed economic policies related to the NCM. Such countries have adopted a gradual path of economic liberalization and have sought to implement a more autonomous economic policy. More importantly, they have defined economic policies as part of their own project of national development.
